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(1)

A BALANCING ACT: COST, COMPLIANCE, AND
COMPETITIVENESS AFTER SARBANES-OXLEY

MONDAY, JUNE 19, 2006

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON REGULATORY AFFAIRS,

COMMITTEE ON GOVERNMENT REFORM,
New York, NY.

The subcommittee met, pursuant to notice, at 10 a.m., in the Au-
ditorium of the U.S. Customs House, 1 Bowling Green, New York,
NY, Hon. Patrick T. McHenry (chairman of the subcommittee) pre-
siding.

Present: Representatives McHenry, Dent, and Maloney.
Also present: Representatives Kelly, and Feeney.
Mr. MCHENRY. Come to order. Good morning. I’m Congressman

Patrick McHenry from North Carolina. I am chairing this sub-
committee in Candice Miller’s stead. She has been detained in
Michigan due to a family health emergency. She’s OK. She wanted
me to communicate that, but unfortunately she cannot be here
today.

I’m joined this morning by my colleagues from everywhere from
New York to Florida. To my immediate right would be Mrs.
Maloney, who actually represents Manhattan. And to my left, my
good friend and fellow class representative, Charlie Dent from the
15th Congressional District of Pennsylvania, representing the Le-
high Valley. Next to him is Sue Kelly, representing just to the
north of the city, Westchester and the Hudson Valley, representing
New York’s 19th Congressional District. And to her left is Tom
Feeney from Florida, representing the space coast and Florida’s
24th Congressional District. And we are looking forward to this
hearing today on ‘‘A Balancing Act: Cost, Compliance and Competi-
tiveness after Sarbanes-Oxley.’’

Both Tom Feeney, Mrs. Kelly and I are members of the House
Financial Services Committee. I am also a member of the House
Government Reform Committee. And under the auspices of the
House Government Reform Committee, of which Charlie Dent and
I both sit on, we’re having this hearing today.

I am very pleased to be here in this historic setting discussing
an important issue for our financial markets. New York has long
been considered the financial capital of the world, although we in
North Carolina are very pleased about our banking center in Char-
lotte and I’m pleased to represent a number of folks that work
there. The reason why we’re holding this hearing today is because
of a growing concern that due to certain regulations and regulatory
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matters and legislation that we’ve passed, America and New York
is losing its lead as a financial capital to foreign exchanges.

To illustrate the point, I would draw your attention to a Wall
Street Journal article of January 26, 2006 that reported: ‘‘In 2000,
nine out of every ten dollars raised by foreign companies through
new stock offerings were done in New York. By 2005, the reverse
was true. Nine out of every ten dollars were raised through new
company listings in London or Luxembourg.’’

Furthermore, on Tuesday, May 30, 2006, the Journal noted that
the world’s top 10 Initial Public Offerings since the passage of Sar-
banes-Oxley, only 1 occurred on Wall Street.

Finally, it’s not hard to conclude that the announced merger of
the New York Stock Exchange with Euronext is due in part to their
desire to recapture these lost listings. Indeed, the Wall Street Jour-
nal on Friday, June 2nd said this: that one factor pushing the New
York Stock Exchange toward Euronext is the shriveling of initial
public offerings by international companies amid a tougher U.S.
regulatory environment.

Certainly, Sarbanes-Oxley was a reaction to World Com and
Enron-style scandals. But this bill does offer some solid guidance
to businesses. But unfortunately, the implementation, in particular
of Section 404, a section just 168 words long, has resulted in some
unintended consequences that have become a huge handicap for
American businesses.

I’ve met with a number of business and banking leaders about
this subject around the country and in North Carolina and they
agree. Sarbanes-Oxley has made a dramatic and sometimes nega-
tive impact on the capital markets. Transparency is very important
in corporate governance. We understand that as public policy-
makers. However, as a rule, less government regulation translates
to more productivity, economic expansion and job growth. So we
have to balance those competing interests and needs.

Congress did not intend to handicap U.S. businesses with these
huge costs and the original SEC estimates said that annual compli-
ance cost of the average firm would be somewhere around $91,000.
Today, the average firm spends $3.7 million to comply with the re-
quirements of Sarbanes-Oxley. The SEC underestimated the cost
by a factor of 40 and that is after compliance costs have decreased.
In fact, a moderate size community bank in my District spent
$500,000 last year in direct costs associated with compliance of
Sarbanes-Oxley, on top of all the other indirect costs they tally into
many millions. And this is for a small community bank.

So we have to look at competitiveness around the world, if we’re
to draw that capital here to the United States and that’s what this
hearing is about today. I look forward to the distinguished panels
that we have here today and my colleagues’ questions as well.

And with that, I would now like to recognize my colleague, Mr.
Dent, from Pennsylvania.

[The prepared statement of Hon. Patrick T. McHenry follows:]
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Mr. DENT. Thank you, Mr. Chairman. I’d also like to thank
Chairman Miller for holding this critical hearing today on Sar-
banes-Oxley Act and also thanks to Mr. McHenry for pinch hitting
for her this morning. As a result of the accounting scandals of
Enron and World Com, Congress passed the Sarbanes-Oxley Act of
2002 with the intent to restore public confidence in the financial
market. SOX requires extensive disclosures about internal controls
for public companies. Specifically, Section 302 requires corporate
managers to attest to the accuracy and reliability of financial re-
ports and disclose material witnesses in internal controls.

Section 404 requires that public companies must disclose their
own financial controls as part of their annual report and requires
an outside accounting firm to audit internal controls and the com-
pany’s attestment before being considered compliant. While the in-
tent may have been positive, regulatory demands of SOX compli-
ance has become extremely expensive for companies to meet and
become a major obstacle, perhaps prohibiting smaller businesses
from going public.

I have had extensive discussions of this act with several constitu-
ents in my District. In fact, my good friend and constituent, Dave
Lobach, is here today or will be here momentarily if he can park
his car. Dave is the CEO of Embassy Bank in the Lehigh Valley.
Dave and Elmer Gates, the chairman of Embassy, have given me
a firsthand perspective as to the obstacles they face as a result of
Sarbanes-Oxley.

Banking is a highly regulated industry in the United States and
as community bankers, they are consistently inundated with var-
ious rules and regulations that go well beyond simple regulation
and I believe it’s safe to say well into the realm of debilitating.
Currently, and this bank in particular, Embassy Bank is reviewed
on an annual basis by the state and the FDIC. Furthermore, in ad-
dition to conducting its own internal audit process, Embassy also
has a number of external auditors who consistently assess a variety
of different criteria ensuring regulatory compliance on many levels.

I can say with certainty that many of the small businesses in my
District see SOX as an anti-competitive initiative which adds addi-
tional process to an already over-regulated industry and adds tre-
mendous cost in a business where the spreads are very thin.

I have concerns that when the financial markets become too du-
plicative and over-regulated, the cost will be passed on to or ab-
sorbed by the consumer. I was shocked when Mr. Lobach informed
me that the costs—he informed me that the costs Embassy Bank
will accrue this year to be SOX compliant will equal the cost of
opening and operating another branch office for a single year.

I’m quite interested in this issue and the effects that the Sar-
banes-Oxley Act has on the small businesses and banks in my Dis-
trict. I do not sit on this subcommittee or the Financial Services
Committee, nor was I a Member of Congress when SOX was en-
acted in 2002. That said, I’m extremely interested in the testimony
of these expert witnesses assembled here today and I’m eager to
hear a bit about it, about their perspective as to the effects of Sar-
banes-Oxley and the evaluation to cost and benefits of being SOX
compliant.

Thank you, Mr. Chairman.
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Mr. MCHENRY. At this point I recognize Congresswoman Kelly
for the purposes of an opening statement.

Ms. KELLY. Thank you, Chairman McHenry, for holding this
hearing.

I’d like to welcome Members of the subcommittee to New York
and I really am very pleased to have the honor to have a constitu-
ent testify and to participate in a much needed discussion of the
impacts of Sarbanes-Oxley Act on businesses in our country and in
New York.

In 2002, I voted for the original Sarbanes-Oxley Act. At that time
it was a much needed response to the scandals at Enron and World
Com that had already hurt millions of small investors and threat-
ened to destroy confidence in America’s securities markets. As
chairman of oversight and investigations, I held the first Enron
and World Com hearings. Voting for Sarbanes-Oxley then was the
right thing to do.

Four years later, America’s economy is growing strong and con-
sumer confidence is high. For all the success of this law, we do see
some issues that demand attention. Employers in New York’s Hud-
son Valley and around the Nation have experienced problems meet-
ing the costs imposed by the regulators’ interpretation of the law.
We will hear the experiences of one of my constituents, David Law-
rence of Warwick, NY, whose employer has brought numerous jobs
to my District, but is struggling to meet the costs.

When Congress passed Sarbanes-Oxley, it never intended to force
any company to choose between following the law and creating
jobs. Sadly, bureaucratic regulation has chosen to interpret the law
in ways that no longer seem to make sense. Although accounting
costs for audits are declining, businesses with less than $100 mil-
lion market cap are having to divert precious personnel and re-
sources to comply with a law that was never intended to cover
America’s smaller or startup companies.

Smaller companies are increasingly raising capital outside the
public markets and the IPOs have been delayed and many have
moved off-shore. Given this situation, I think it’s important that
Congress examine how to ensure that our financial system remains
strong, transparent and clean while allowing innovation and
growth to flourish. Even the best laws need continued oversight in
perfecting modifications.

Today’s witnesses from academia and industry will allow us to
explore the best way to comply with the spirit and the substance
of Sarbanes-Oxley in a way that makes sense for this Nation.

I thank you for holding this hearing and I yield back.
Mr. MCHENRY. Thank you, Ms. Kelly. Mr. Feeney.
Mr. FEENEY. Thank you, Mr. Chairman. I’m especially grateful

to you, to Chairman Davis and Chairman Miller for letting Con-
gresswoman Kelly and I kibbutz on your subcommittee’s hearings
because it’s something very important to me. I’ll tell you that there
are a couple of traditional truisms in Congress that Sarbanes-Oxley
has, I think, proven in my view. One is that Congress has typically
two speeds, zero and over-react and the second is that often the
law of unintended, unforeseen consequences means that the ad-
verse consequences of a well-intentioned bill are much greater than
the positive consequences.

VerDate 11-MAY-2000 12:32 Mar 27, 2007 Jkt 000000 PO 00000 Frm 00010 Fmt 6633 Sfmt 6633 C:\DOCS\33393.TXT HGOVREF1 PsN: HGOVREF1



7

I have engaged for the last 9, 10 months in a listening tour,
along with Congressman Meeks, Congressman Pete Sessions, Con-
gressman Mark Kirk, and a few others at times and we have vis-
ited all three of the major exchanges in Chicago. We’ve been to the
New York Stock Exchange, to the NASDAQ. I look forward to hear-
ing Mr. Wolkoff’s testimony which I’ve read. And I have come to
a conclusion that it is time for a serious review of Sarbanes-Oxley.
We now have enough empirical and anecdotal evidence across the
board to know that the way it has been implemented, especially
404, has been counter productive.

Ultimately, the test is not how many headaches we create for
members of the board of directors, for the CFO or the CEO, ulti-
mately, the test is are we giving net added value to investors? And
I believe the answer is in many cases an overwhelming no and as
we now put small cap companies under the gun, the deadline has
been extended I think until December 16th of this year, but I am
concerned that we are going to have a massive adverse reaction to
imposing these enormously complex requirements on small compa-
nies.

The bottom line is we have a conspiracy of two major problems
that have come under the gun here. No. 1 is the way that Sar-
banes-Oxley 404 has been implemented is very ambiguous in terms
of what is a de minimis accounting error. There are lots of other
standards that are not clearly set and you combine that with the
fact that everybody involved, from the internal and the external
auditors to the members of the board to the CFO, the CEO is
under the gun for both civil and criminal liability. So over-zealous
regulation is always the result when you have ambiguous rules and
when you have essentially the death sentence for everybody in-
volved.

You talked about the $35 billion estimated direct cost of compli-
ance. I am much more concerned about the indirect cost of compli-
ance with Sarbanes-Oxley. The estimates are as much as $1.1 tril-
lion by two separate sources, which means that effectively this is
an 8 or 9 percent regulatory tax on every transaction that occurs
in the United States of America, and I believe that we are quickly
outsourcing our lead in America’s capital markets which we’ve had
for about 100 years.

With that, Mr. Chairman, I’d like to just note that along with
about 22 co-sponsors, I have filed a bill called the Compete Act. I
would encourage people interested in Sarbanes-Oxley issues to take
a look at that bill. We’ve got eight sponsors and co-sponsors led by
Senator Jim Demint in the U.S. Senate and I’m just again really
thrilled to be here.

Mr. MCHENRY. Thank you, Mr. Feeney. Because the Government
Reform Committee has subpoena power, we always swear in our
witnesses, so if you would all please rise with me, raise your right
hands.

[Witnesses sworn.]
Mr. MCHENRY. Due to time restrictions, we’d ask you to please

limit your opening remarks to 5 minutes. Your time will begin and
be noted by the green light. They’ll signify—when the yellow light
flashes, it will signify you have 1 minute left. And I would ask you
to please abide by that because we’d like to get to questions and
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we’d like to have a full hearing and the interaction that we have
with the questions between Members of Congress and the panel is
really where we’ll gain the most knowledge.

So with that, I’d like to recognize Mrs. Kelly for the purposes of
introducing Mr. Factor.

Ms. KELLY. It gives me great pleasure to introduce Mr. Neal
Wolkoff, who is chairman and chief executive officer of the Amer-
ican Stock Exchange and was appointed to the post in April 2005,
after serving as an Acting CEO. Previously, he served as chief op-
erating officer and several other senior level executive positions in
the New York Mercantile Exchange, a member of the bar of the
State of New York, and the U.S. District Court, Southern District
of New York. Mr. Wolkoff received a B.A. from the College of Co-
lumbia University and a J.D. from Boston University School of
Law.

Next is Mr. R. Cromwell Coulson. Mr. Coulson is the chairman
and chief executive officer for Pink Sheets LLC. In 1997, he led a
group of investors in acquiring Pink Sheets’ predecessor, the Na-
tional Quotation Bureau, reforming the company into the corpora-
tion which now exists. Prior to the acquisition of Pink Sheets, he
was a trader specializing in distressed and value-oriented invest-
ments of over-the-counter market maker. He received a BBA from
the Southern Methodist University in Dallas, TX.

Next, we have Mr. Mallory Factor. Mallory Factor is chairman
of the Free Enterprise Fund and president and founder of Mallory
Factor, Inc. He is also the chairman of the New York Public Asset
Fund and Blue Cross Blue Shield Investment Advisory Board. He
serves as a member of the Board of Governors of the New York
State Banking Department. He is a member of the Council on For-
eign Relations and served as vice chair of the Council on Foreign
Relations Task Force on Terrorism Financing. He was appointed by
President Ronald Reagan to the Federal Savings and Loan Advi-
sory Council of the Federal Home Loan Bank. He’s a graduate of
Wesleyan University in Connecticut, attended Columbia University
graduate business and law program.

We welcome you all and look forward to your testimony.
Mr. MCHENRY. And we’ll begin with Mr. Wolkoff.

STATEMENTS OF NEAL WOLKOFF, CEO, THE AMERICAN
STOCK EXCHANGE; R. CROMWELL COULSON, CEO, THE PINK
SHEETS; AND MALLORY FACTOR, CHAIRMAN, FREE ENTER-
PRISE FUND

STATEMENT OF NEAL WOLKOFF

Mr. WOLKOFF. Thank you. Chairman McHenry and members of
the subcommittee, on behalf of the American Stock Exchange, I
would like to thank you for allowing me the opportunity to testify.
As was stated before, I have submitted written testimony which I
would like to become part of the official record.

I would like to briefly summarize the written testimony. The
American Stock Exchange is the only national stock exchange
whose business focus is on listing small and mid-cap companies.
And therefore, we feel that the impact of Sarbanes-Oxley on listed
companies, particularly those companies that are in the small-cap
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arena are of particular concern to us, among the other national ex-
changes.

While some of our 600-listed companies are large cap, the vast
majority has capitalization between $50 million and $1 billion and
we find that any regulatory system that discourages these compa-
nies from participating in the public markets is of vital importance
to our exchange and our listed companies.

Our experience in the 4-years since the law was enacted has
been that regulators have yet to determine how best to address
these corporate governance issues without disadvantaging smaller
companies that lack the same resources as larger companies. Key
problems that confront smaller companies involve Section 404 Sar-
banes-Oxley, which requires designing, documenting and ordering
of financial controls. Neither the PCAOB nor the accounting indus-
try have adequately defined what it means or what is necessary to
comply. This lack of clarity has increased costs so that the auditing
firms leave no stone unturned no matter how remote or immaterial
the issue may be.

The new regulations make no distinction between a $50 billion
large-cap company and a $75 million small-cap company. The law’s
failures to recognize the differences makes it extremely difficult for
smaller companies to compete and to grow in this current regu-
latory environment.

The lack of differentiation also places AMEX, as well as other
U.S. exchanges, at a steep competitive disadvantage in listing for-
eign-based companies who instead choose to avoid U.S. capital
markets. The lack of regulatory clarity allows foreign exchanges to
arbitrarily fill in the blanks of Section 404 compliance as they cross
the United States and market their own major benefit which is, of
course, avoidance of Sarbanes-Oxley.

In a recent trip to Tel Aviv, which is a hot bed of entrepreneur-
ship, particularly in health science and technology, I witnessed the
London-based exchange AIM, aggressively marketing its lesser re-
quirements and lower costs of governance contrasted with the
United States. We’re seeing firsthand some of the impacts of Sar-
banes-Oxley on smaller companies and our experience to date
raises serious concerns.

Last month, the exchange received a letter from one of our listed
companies advising of its decision to delist its stock from trading
on the AMEX. It went back to the Toronto Stock Exchange, citing
the costs associated with Sarbanes-Oxley as the primary reason.

Another example of the impact of Sarbanes-Oxley occurred in
conjunction with a marketing effort in which I participated several
weeks ago in London. After expressing initial interest in listing on
the AMEX, the chief executive of one of the target companies sent
a message to me, explaining that the Sarbanes-Oxley requirements,
as explained to him by his counsel, prevented any further consider-
ation of the idea and he declined the invitation to attend dinner.

The SEC-appointed Advisory Committee on Smaller Public Com-
panies has issued a report recommending that the SEC exempt
some smaller and small-cap companies that comply with enhanced
corporate governance provisions from Section 404 compliance. We
support the conclusions of the advisory committee, believing that
they represent a sound balancing of interest between regulation
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and economic growth. However, shortly after our May conference of
SOX implementation issues, the SEC and the PCAOB said that
they did support exemption for smaller companies, though they in-
dicated willingness to work with companies on implementation of
the regulators.

This one size fits all approach is taken without regard to the im-
pact of the cost and regulatory burden on the small, but important
segment of the capital market place that smaller companies rep-
resent. In response to growing concerns of small business, Con-
gressman Feeney introduced H.R. 5405, a bill that would modify
Section 404, largely along the lines of the advisory committee rec-
ommendations.

We believe that something must be done. Even if the full range
of the advisory committee’s recommendations is not followed either
by the SEC and the PCAOB or if a legislative solution is not en-
acted.

I’d be happy to answer questions, time permitting later on, as to
a possible middle ground, because the American Stock Exchange is
very interested in this issue.

Thank you.
[The prepared statement of Mr. Wolkoff follows:]
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Mr. FEENEY. Mr. Coulson.

STATEMENT OF R. CROMWELL COULSON
Mr. COULSON. I very much appreciate the opportunity to provide

testimony to this subcommittee in connection with its investigation
of the health, liquidity and competitiveness of U.S. equity markets
during the implementation of the Sarbanes-Oxley Act.

Pink Sheets is the leading provider of pricing and financial infor-
mation for the over-the-counter securities markets and, among
other things, operates an electronic quotation and trade negotiation
service for broker-dealers. While Pink Sheets is well known as the
primary trading venue for the stocks of smaller public companies,
the bulk of Pink Sheets trading by dollar volume takes place in dis-
tressed or reorganizing issuers and the securities of large inter-
national issuers.

My message today has four parts. First, we will share some of
our thoughts about SOX, based on what we are hearing from small-
er public companies; second, some statistics on deregistration;
third, a few general observations about the competitiveness of U.S.
markets; and fourth, we will describe our efforts to encourage cost-
effective disclosure that protects investors.

We agree with everything about SOX, except for its costs. SOX
has rightfully forced management to be responsible for their com-
pany’s disclosure and accountants to stand behind their audits. Un-
fortunately, by removing the vendor-client tension from the audit
process, accounting costs are no longer within the audit client’s
control. Regulators have given no guidance so the client can push
back. We sincerely hope that the SEC’s recent initiative to repair
Section 404 audit process will rebalance the client-vendor relation-
ship and rein in the cost burden for all issuers, large and small.

Approximately 500 issuers that have gone dark are currently
trading in the Pink Sheets system. While the number of issuers
going dark may seem high, from 2000 to 2005, over 5,000 issuers
filed Form S–1s or SBTs to register securities in the public markets
for the first time. Already this year over 500 issuers have filed with
the SEC to be registered. So while there’s been an increase in
deregistration activity, it is simply not true that issuers have been
exiting the registration system en masse.

It is true that many small issuers are still watching and if the
costs become too burdensome, those numbers may change.

But this brings us to our third topic, the competitiveness of our
equity capital markets for small companies. There’s been much dis-
cussion lately suggesting that due to SOX 404, smaller U.S. compa-
nies are flocking to the LSE’s alternative investment market. We
don’t really buy the argument that the success of the AIM is due
to SOX 404. We see substantially more Canadian and Australian
companies listing on the AIM than American companies and nei-
ther of those countries has adopted SOX or requires a Section 404
audit.

If you look at the Toronto Stock Exchange, who has a very suc-
cessful tier for smaller issuers, most of their marketing materials
now are saying why we’re better than the AIM. And so that said,
we think that much can be learned from other markets. In study-
ing the AIM and other successful markets for small companies, we
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are very impressed by the fact that capital raising is perceived as
an integral part of the listing process. The London Stock Exchange
publicized extensively the capital raised for its listed issuers to an
extent that seems odd when compared to U.S. exchanges.

The AIM was designed to provide a successful opportunity for
smaller U.K. companies to raise capital. That has created a com-
munity of advisors and capital providers for smaller U.K. compa-
nies. It is not surprising that by offering attractive capital-raising
opportunities for smaller companies, the AIM is now finding a
worldwide audience.

We have learned much from the AIM. I would respectfully sug-
gest that the subcommittee’s work would be enhanced by a thor-
ough study of the AIM and what ideas can be brought to America.

Fourth, disclosure requirements must be effectively tailored for
smaller companies. The challenge is to encourage disclosure that
will protect investors from questionable issuers without giving—
without driving good companies away. The AIM has an excellent
solution. Smaller companies are required to appoint a professional
gatekeeper which they call the NOMAD who works with the issuer
and performs due diligence so that material information is dis-
closed to investors.

Our new OTCQX listing concept has been borrowed, in large
measure, from the AIM process. Companies listing on the Pink
Sheets OTCQX premium tiers, are required to appoint and pay for
an attorney or broker dealer to review their disclosure. We believe
that this review of an issuer’s disclosure will benefit investors be-
cause much of the disclosure necessary to make good investment
decisions is not contained in a company’s GAAP financial state-
ments or 404 controls.

Investment decisions for smaller issuers are usually based on the
company’s prospects. In contrast, the focus of a U.S. GAAP audit
is on the disclosure of historical numbers. This has been lost in a
lot of what the value of SOX brings. We all know historical per-
formance is no guarantee of future results, as even truer of the
smaller issuer working on a cure for cancer or some new technology
that has no revenues. These plans and prospects must therefore be
clearly described in the nonfinancial portions of an issuer’s disclo-
sure.

We think that the OTCQX disclosure review process will play
such a valuable role for smaller issuers that we are agnostic of
OTCQX issuers are SEC registered or just have audited GAAP fi-
nances. While we expect to attract companies that deregister with
our more intelligent disclosure process, we believe that almost all
of the OTCQX issuers who are interested in raising capital will still
be registered with the SEC. That is because the most attractive
U.S. capital pools for small issuers demand registration rights.

Even with registered issuers, we think the OTCQX review will
serve the useful function of helping the issuer to get it right which
should inspire greater investor confidence in OTCQX issuer disclo-
sure. At Pink Sheets, we see great opportunities to create a vibrant
and successful secondary market for small companies. A study com-
missioned by the AIM, states that a vibrant market for small to
medium enterprises can add as much as 1 percent to the GDP
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growth of a country’s economy. We hope OTCQX becomes a part of
that. Thank you.

[The prepared statement of Mr. Coulson follows:]
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Mr. MCHENRY. Thank you, Mr. Coulson.
Mr. Factor.

STATEMENT OF MALLORY FACTOR

Mr. FACTOR. Chairman McHenry, distinguished members of the
subcommittee, I’m honored to testify here today about my views on
Sarbanes-Oxley legislation. My remarks are based on the work that
I’ve undertaken as chairman of the Free Enterprise Fund and Free
Enterprise Institute.

Recently, you may know the Free Enterprise Institute has joined
with a small Nevada accounting firm to launch a legal challenge
to the constitutionality of the Public Company Accounting Over-
sight Board [PCAOB].

Today, I’ll focus on the economic concerns about Sarbanes-Oxley
in four main areas: its cost to our public companies, its discourage-
ment of American entrepreneurship, its disproportionate burdens
on small businesses, and finally, its adverse effects on the global
competitiveness of our capital markets.

In my written testimony I also discuss the unintended bene-
ficiaries of Sarbanes-Oxley and the unconstitutional Public Com-
pany Accounting Oversight Board. I welcome the opportunity to
discuss any of these issues in response to your questions.

First, Sarbanes-Oxley has imposed enormous costs both direct
and indirect on our public companies. The passage of Sarbanes-
Oxley coincided with the loss of $1.4 trillion of shareholders’
wealth. No more than $400 billion of that loss could be explained
by other factors. In other words, Sarbanes-Oxley had a $1 trillion
negative impact on the U.S. economy, a $1 trillion decrease in
shareholder value is just the opposite of the growth to increased in-
vestor confidence that supporters of the legislation predicted would
result in the passage of Sarbanes-Oxley.

Estimates from the American Electronics Association showed
that U.S. companies are spending an aggregate of $35 billion a
year just on Section 404 compliance, almost 3,000 percent more
than the SEC’s projected cost of $1.2 billion in June 2003.

The cost of being a public company in the United States has in-
creased dramatically. The average cost of being a U.S. public com-
pany has increased by $1.8 million, a stunning 174 percent in-
crease. This cannot be what Congress intended. These costs must
be reduced for the sake of America’s economic health.

Second, Sarbanes-Oxley is discouraging entrepreneurship. Inac-
cessible public capital markets have ripple effects that touch even
the earliest stage investments. With fewer liquidity events on the
horizon for most startups, fewer early stage investments are eco-
nomical. Many of the startups that do get funded will have dif-
ficulty raising enough capital to succeed as they begin to grow out
of their development phase. The capital that is available, often
takes the form of expensive equity, private equity of mezzanine fi-
nancing.

In addition, the criminal provisions put a further chill on entre-
preneurship. CEOs and CFOs are required to certify corporate re-
ports without traditional good-faith protections. They can also be
held criminally liable for honest mistakes in those reports.
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The Nobel Prize winning economist, Milton Friedman said, ‘‘it’s
costing the country a great deal. Sarbanes-Oxley says to every en-
trepreneur for God’s sakes don’t innovate, don’t take chances be-
cause down will come the hatchet. We’re going to knock your head
off.’’

Third, Sarbanes-Oxley has a disproportionate negative effect on
small business. Compliance costs are not coming down. Last week
a study showed audit fees for small cap companies jumped over 20
percent in 2005 alone. From 2003 to 2005, audit fees have in-
creased a startling 141 percent for small-cap companies. This in-
crease is significantly higher than the still costly increase of 104
percent for medium size companies and 62 percent for large cap-
italization companies over the same period.

For companies with less than $1 billion in yearly revenues, aver-
age Sarbanes-Oxley compliance costs have increased 174 percent
overall since inception. I believe that relief for small and medium-
sized companies is the most urgent aspect of reform which Con-
gress should address immediately.

Fourth and finally, Sarbanes-Oxley hinders America’s standing
in the global economy. Last year, the London Stock Exchange had
a record year for foreign listings. In a survey of these new listings,
they discovered that 90 percent of the companies that considered
listing in the United States said London’s Exchange was more at-
tractive because the companies listing there did not have to comply
with Sarbanes-Oxley.

In 2005, 23 of 24 companies that raised over $1 billion in capital
chose not to register on U.S. exchanges, according to the New York
Stock Exchange. In 2000, prior to Sarbanes-Oxley, 9 out of 10 of
the largest IPOs in the world involved the U.S. public markets. In
sharp contrast, last year 9 out of 10 of the top IPOs avoided the
U.S. markets all together.

If Sarbanes-Oxley is good for investors, they should be willing to
be paid for the benefits, but a study by Professor Kate Latvic of the
University of Texas School of Law shows that investors, in fact, do
not prefer such regulated companies. Her study found that inves-
tors preferred companies not subject to Sarbanes-Oxley.

In conclusion, I believe that the common interest of businesses,
investors and all Americans require a thoughtful revision of Sar-
banes-Oxley. Such reform to reduce the counter-productive and un-
intended ill-effects of Sarbanes-Oxley will enable our entre-
preneurs, our investors and our workers to have confidence that
America will continue to lead the world in competitiveness, produc-
tivity and economic abundance.

I look forward to your questions and I also wish quick recovery
for Chairman Miller’s husband and I thank her for putting this to-
gether.

[The prepared statement of Ms. Factor follows:]
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Mr. MCHENRY. Thank you. Thank you, Mr. Factor. I’ll start off
the questions and we’ll put the 5-minutes on the clock which we’ll
try to stick to.

I enjoyed your testimony. I think you all have three unique per-
spectives and that’s why it’s wonderful to have you on the same
panel.

Mr. Coulson, have you seen an uptick in your business with Pink
Sheets well, since the passage of Sarbanes-Oxley?

Mr. COULSON. Since Sarbanes-Oxley, we’ve seen tradings and up-
tick in trading in our business, but it’s not—the companies that are
deregistered are not currently actively trading securities for the
most part because they fall into—from that side, if you look at the
500 companies that are in the Pink Sheets, about half of their
stock trade is below 50 percent, so I’d say they’re economically dis-
tressed and they were having trouble any way and they may not
have remained public companies. And other ones are the quiet, the
guys who have deregistered, their companies are not accessing cap-
ital markets and they’re not seeing the value portion of other com-
panies controlled by a large shareholder who says it’s not worth it
to them.

But there hasn’t yet been a windfall from SOX and what we’re
building with OTCQX, we’re really building it to fit to either side
because we look at the regulatory environment today and don’t
hope that it will change either way.

Mr. MCHENRY. Mr. Wolkoff, have you seen activity in terms of,
or a slackening in activity, in terms of IPOs new listings on your
exchange? Or, have you seen companies going dark or delisting
from your exchange since Sarbanes-Oxley?

Mr. WOLKOFF. It’s not a simple answer because I think that up
until about 2 years ago the AMEX was not being an effective com-
petitor as far as attracting new listings. And over the last 2 or 3
years, we’ve seen an uptick because we’ve increased our efforts, our
spending and so we have been actually taking quite a few compa-
nies both from IPOs or who have left the NASDAQ. Those seem to
be the two.

We have seen some companies that have chosen to go private.
One can always ask whether it might have been a more appro-
priate decision for that company in the first place and we have
seen certainly a difficulty in attracting companies from outside the
U.S. jurisdiction. Particularly for us, we have about 20 percent of
our market in natural resources, exploration and production. Can-
ada is a natural marketing place for us. And we’ve found that it’s
difficult, although we’ve had success, it is difficult success. It’s chal-
lenging success.

Mr. MCHENRY. Someone put forth the idea that in essence small
cap companies have a disproportionate share of their profit being
spent on compliance costs. So the idea would be a larger entity
could purchase them and roll in their compliance costs and thereby
increase shareholder value.

Have you seen mergers and acquisitions driven in that direction?
Mr. WOLKOFF. I’ve seen mergers and acquisitions. I could not say

that’s the cause or that should even be a desirable cause. The fact
that entrepreneurial companies get absorbed into conglomerates or
into companies that are simply larger, may not be the best growth
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engine for the economy. We’ve always seen small companies being
bought. In the pharmaceutical industry, a company, just to name
one like a Pfizer, rather than spending 10 years developing a new
pharmaceutical in-house, may simply choose to buy a company that
has promise——

Mr. MCHENRY. I have a quick question. I’ll get back to you.
Mr. Factor, in about 30 seconds, what do you advocate in terms

of public policy? I mean short of repealing Sarbanes-Oxley which
from your testimony I think would be a desirable thing, what
would you say?

Mr. FACTOR. I think the most immediate need is to grossly ex-
empt small and medium-size companies from Sarbanes-Oxley, No.
1. No. 2, I think you have to create PCAOB in a constitutional way.
We believe it’s totally unconstitutional under Section 2, Article 2 of
the Constitution.

Mr. MCHENRY. OK, Mr. Wolkoff, in conclusion here, what can we
do short of passing legislation to amend Sarbanes-Oxley right now,
what would you advocate?

Mr. WOLKOFF. Yes, I think that some relatively straight-forward
actions could be taken. No. 1, define Section 404 and what it might
mean for companies of different revenues and of different market
capitalizations, perhaps even in different lines of business. Require
the accounting companies to put specificity within audit programs
as to what the goals of a 404 audit would be. With respect to 404,
depending upon the capitalization and revenues of the company, I
would highly recommend that once a company complies with 404,
that the certification be done not on an annual, but a biannual or
a triennial basis, hence improving the cost factor.

And last, as to those smaller companies and I think there are
quibbles about the actual market capitalization, but there should
be a level of company that provided they have independent audit
committee and other ethical-promoting corporate governance fac-
tors within the company should be permitted to choose and disclose
that they’re exempt from Section 404 and that the investor on the
basis of that disclosure can choose to buy or not buy the particular
stock.

Mr. MCHENRY. Thank you, Mr. Wolkoff.
Mr. Dent.
Mr. DENT. Thank you, Mr. Chairman. Thank you all for being

here today.
As someone who represents a district where we have a lot of

Main Streets as opposed to a Wall Street, I mentioned in my re-
marks about a lot of the small banks, in particular, have been very,
very concerned about this law and the cost of compliance and it’s
been outrageous.

The question I have and it’s probably directed to Mr. Factor,
some of the supporters of Section 404 say that these compliance
costs will dramatically decrease as businesses get streamline con-
trol processes. It would seem to me that regardless of the level of
cost down the line, that the initial compliance costs associated with
going public are a large enough deterrent to listing on U.S. ex-
changes. So how do you answer those——
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Mr. FACTOR. I would say there are a number of people who say
that, in particular, the accountants whose profitability has soared
since Section 404 compliance has been made necessary by this.

I also believe that a number of the larger firms feel that Section
404 compliance should be kept because it’s become a barrier to
entry for small companies that really are the engine of America.

Section 404 is a disaster. I consider it my theory of holes. Section
404 came about because of the problems that occurred with Enron
and World Com and we knew at that point that we were in a hole
because of that. And what frequently is done and I quote Mr. Oxley
‘‘in a hothouse atmosphere excessive regulation comes about.’’ And
those are his words, ‘‘excessive’’ and ‘‘hothouse atmosphere.’’

What they did to get out of the hole, you just dug it deeper.
Mr. DENT. Well, thank you for that answer. And on the issue of

mezzanine financing, can you explain what you mean by that term,
one, and two, how does this distort the public capital markets?

Mr. FACTOR. The most efficient markets are the capital, are the
public capital markets. They’re extraordinarily efficient. They bring
the cost of capital down. When you use private equity firms, the
costs go up. There are not as many people involved.

Liquid markets bring the cost of capital down. Mezzanine financ-
ing firms are firms that are supplying equity, debt, sort of middle
of the road instruments that capital markets and public capital
markets, had supplied. But because of Sarbanes-Oxley, and the
compliance costs, people have been avoiding it.

Remember, in an AEA study, companies under $100 million in
revenues, 2.5 percent of revenues were spent on Sarbanes-Oxley
compliance. That takes companies from profitability to
unprofitability.

Mr. DENT. Thank you for that answer and I guess there’s a ques-
tion for all of you. I’ll start with Mr. Wolkoff. You’ve all indicated
there’s a growing trend of smaller companies to list overseas. Basi-
cally, if the trend continues, what is this going to mean for Wall
Street?

Mr. WOLKOFF. It’s a loss of influence. It’s a loss of jobs. Cer-
tainly, it’s a lack of opportunity for us to grow. I think that the fact
that Canadian companies and Australian companies choose to list
on the AIM Market rather than their home markets is not really
a positive about Sarbanes-Oxley. It simply means that their home
markets are very small as far as access to capital and they need
access to a larger market. The point being, they don’t consider us.

When I was in Tel Aviv and London, recently, I could tell that
my compatriots at the other national exchanges hadn’t been there.
They basically, I think, have thrown in the towel because the mes-
sage is that it’s too difficult to list in the United States. We haven’t
thrown in the towel, but what we’re looking for is some ability to
market U.S. capital markets and that means some modification in
the requirement.

Mr. DENT. Are your foreign competitors aggressively marketing
Sarbanes-Oxley against us?

Mr. WOLKOFF. Very aggressively. It’s—in fact, for the AIM mar-
ket, it is the major selling point. It is Sarbanes-Oxley on page 1,
Sarbanes-Oxley on page 5 and Sarbanes-Oxley on the concluding
page. And in fact, one of the reasons that we have a chance is that
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Sarbanes-Oxley alone is not enough to overcome some of the prob-
lems with liquidity that these foreign exchanges have.

There’s a quest to be in the United States. Companies want to
be here if we show even a small amount of good faith in modifying
some of the heavy-handedness of some of the rules. I’m not saying
do away with it. I’m saying modify it and make it more sensible.
Give us some tools to market to these foreign companies.

Mr. DENT. Thank you and I see my time is up. I yield back.
Mr. MCHENRY. Thank you, Mr. Dent. Ms. Kelly.
Ms. KELLY. Mr. Coulson, you mentioned in your testimony that

a liquid market for the micro cap stocks can boost the GDP of our
country by as much as 1 percent.

Do you think that the current SOX regulatory regime is really
retarding growth in the Pink Sheet companies?

Mr. COULSON. There’s two sides. The Pink Sheet companies
has—a lot of Pink Sheet companies that are raising capital, there
are issues where there should be more criminal and civil charges
against the fraudsters which is needed more. And that’s—there’s
an issue where there’s a subset of smaller companies that just
should be run out of town by the sheriff. And then there’s another
side on legitimate smaller companies that they don’t understand
the costs of what it will be to be public. They are not sophisticated.
They don’t have access to reams of law firms who can research a
question. They need to be treated much more like the IRS treats
a taxpayer, an individual taxpayer by the SEC, rather than how
the IRS treats a corporation. And they need to be educated and
they need to be brought into the system.

And that really doesn’t happen from the SEC’s viewpoint because
they don’t get phone calls when someone successfully invests in a
smaller company that grows. They get a phone call when someone
loses money in a smaller company. So their viewpoint is quite dif-
ferent and it’s very enforcement based. And I wished there was
more enforcement. There’s more enforcement, but they also work to
help companies engage in capital formation and that’s really what
they’ve done a great job with at the AIM. They have built a market
for capital formation and the London capital—the capital of London
has really directed itself at smaller companies. And that’s what
brings in entrepreneurship and GDP growth and all the good
things.

Ms. KELLY. I’d like to go to Mr. Factor. You talked about the
smaller companies having very high opportunity costs because of
SOX 404.

I’d like you to elaborate a little bit on some of what the oppor-
tunity costs are and what—how much of an impact do you think
that this is going to have on—not only the further growth in the
industry sector, but also I’d be interested in your thoughts about
what the impact of Sarbanes-Oxley is on New York State.

Mr. FACTOR. Well, I think New York State financial services in-
dustry has had preeminence around the world. And has been
known—I think it’s putting a very, very big dent in it. If you look
at the major firms that are here, and they’re also around the world
as well, and they can move their people personnel and their trans-
actions almost anywhere. We have seen a book by Tom Friedman
called the World is Flat, how the world is flattening out and how
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we have to be more competitive because things are becoming more
equal. But what Sarbanes-Oxley does is tilt the world to other
countries. We are really hurting our opportunities to create jobs, to
create infrastructure and to grow and be productive.

Ms. KELLY. Do you think that this Section 404 has a strong im-
pact on the smaller companies to the extent that it’s going to really
harm the market here?

Mr. FACTOR. It is harming it already. We’ve seen IPOs going
overseas. We’ve seen the growth of private equity which is not as
efficient from a cost point of view. We’ve seen companies choosing
to go private. We’ve seen companies not choosing to go public. It
means they don’t have access to capital in order to grow. That’s
how we create jobs. That’s how this country is built.

Ms. KELLY. That takes me right to Mr. Wolkoff who having been
on—going on the American Exchange, I was very impressed with
the active role that investors have in the smaller companies. And
I’d like very much to have you elaborate a bit, if you would, on the
burden that 404 places on the family controlled public companies
where you have these very active investors.

Mr. WOLKOFF. I think there’s a couple of categories. For the U.S.
company, I think by and large, companies are internalizing the
costs and continuing to list somewhere, if they’re able to list. I
think that the costs are significant. If one did a cost benefit analy-
sis, I have no doubt that the cost benefit analysis would be much
more heavily weighted toward costs than toward benefits. That
being said, I can’t say that Sarbanes-Oxley doesn’t have certain
good aspects to it or isn’t appropriate in some cases, but for many
companies, particularly science companies, like a company forming
a new drug, they have a patent. They have no revenue, they have
Sarbanes-Oxley costs that they have to incur and that just requires
them to divert resources from the other things that they’re doing.

Ms. KELLY. Thank you. My time is up.
Mr. WOLKOFF. May I just make one quick comment?
Ms. KELLY. Yes.
Mr. WOLKOFF. It will be under 15 seconds. You’re talking about

$35 billion that’s being spent on Sarbanes-Oxley compliance under
404 that could be used for infrastructure, that could be used for in-
novation, that could be used to help us grow our economy and cre-
ate jobs instead of being used for a full employment program for
accountants.

Mr. MCHENRY. Thank you, Ms. Kelly. Mr. Feeney.
Mr. FEENEY. Yes, Mr. Wolkoff, I wanted to followup on some

questions that Ms. Kelly had for Mr. Factor and I’m like Represent-
ative Dent. I don’t have any exchanges in central Florida. Nothing
is more liquid that I know of other than air and water than cash.
And as investors can increasingly go on the Internet and invest
their money in investments all over the world, I spoke to the chief
financial officer in Hong Kong, Mr. Tong, I believe it is, and asked
him whether or not a Hong Kong entrepreneur would think about
listing on one of the New York exchanges and he laughed at me.

But why should an investor care? I mean the bottom line is as
I have more opportunities to invest in Luxembourg or London, you
know, 100 years ago, America took the lead, companies, houses like
J.P. Morgan moved their central locations from London to the
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United States, why should my constituents worry if more money is
going to be raised through private equity firms. Mr. Coulson is de-
veloping a private regulatory network that doesn’t have some of the
absurd consequences. If Congress, the PCAOB and the SEC, delib-
erately or unintentionally, decide just to totally outsource liquid
capital markets, other than the fact that folks on your exchange
will lose jobs and Ms. Kelly may be hurt, why will this hurt inves-
tors in central Florida?

Mr. WOLKOFF. I’ll admit, it wouldn’t be a good thing for the
American Stock Exchange, but we have to look at this in the con-
text of two fairly discrete components, one being the companies
themselves that seek to raise capital and the other being the inves-
tors. As far as companies that seek to raise capital, the more regu-
latory costs that are imposed on the company, the more expensive
the cost of capital becomes the more likely it is that company will
look to source capital either in some other jurisdiction or privately.

Mr. FEENEY. If I can interrupt, do you have an opinion on wheth-
er or not under Sarbanes-Oxley, as currently implemented, an
Apple, a Dell or a Microsoft would have had an easy a time going
for $50 or $75 million in capitalization to where they ended up?

Mr. WOLKOFF. I recently was on a panel with the CFO of Dell
and I made the point and he didn’t reject it entirely that the next
Dell very well might be in the dorm room of a university located
in Hong Kong or in Mumbai, but probably not in Texas, given the
difficulty of companies to startup.

To the other part of your question, as to why investors would
care, people have over-emphasized or over-stated, I think, the ease
with which American investors can access foreign markets. It is ex-
pensive. There is a lack of transparency. There is a lack of access
to regulatory assistance, regulatory certainty and there are cur-
rency issues that keep it from being as easily accessible as one
might want. I think that is not an issue that would be resolved
with Sarbanes-Oxley unless some modification began to get compa-
nies to do a list and bring their listings into the United States and
accept U.S. jurisdiction and I believe that there is a great hunger
in the rest of the world to access American capital markets, but
that they’re being deterred from doing so.

Mr. FEENEY. Mr. Wolkoff, in your testimony, you talked about,
one of the things we do in the Compete Act is we allow companies
to voluntarily comply or disclose if they’re not going to comply and
let the investors determine what the premium would be to comply
with certain regulations. If the regulations turn out to be absurd,
then the liquid will follow the rational regulatory scheme.

But in addition, two things that we think are important and tell
me how this would play on AMEX, because you do have a few large
cap companies listed.

Mr. WOLKOFF. Yes, we do.
Mr. FEENEY. We require a very strenuous definition of what a de

minimis standard is, so that not every box of paper clips on the
planet is—we have this sort of this race to the absurd in the regu-
latory scheme because everybody’s threatened with civil and crimi-
nal liabilities.

How important would that be?
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And then second, we suggest that the outside audits which are
totally redundant, I mean they do keep people honest, but those
people already are subject to civil and criminal death penalties. So
they’re redundant.

Supposing we made the external audits random so that the
AMEX could decide, for example, every 10 percent of its companies,
randomly selected, do you think it would have the same chilling ef-
fect against fraud that SOX was designed to get at? Can you ad-
dress those two issues, the de minimis standard and the potential
for random external audits?

Mr. WOLKOFF. Yes, Congressman, I liked your bill. I thought it
was well thought through and considered the important issues——

Mr. FEENEY. Mr. Levitt didn’t think so. He was the author of
SOX or claims. He wasn’t so happy.

Mr. WOLKOFF. Mr. Levitt and I don’t necessarily agree on a num-
ber of issues, so that’s not really the standard of whether you’ve
done a good job or not. I think you have done a good job. I think
that one, the need to have definition, the need to provide rational-
ity to what’s required so that how you maintain a box of paper
clips, as you say, really doesn’t come into an overview of your inter-
nal controls. I also agree with you as far as the ability to opt out
of regulations so long as that’s disclosed and there are some other
protections.

I think that any effort to provide clarity, to provide lesser scope
of regulation on smaller companies, to allow the investor to make
up his or her own mind based upon appropriate disclosures, I think
those are all good things and I agree with my colleague from the
Pink Sheets, that an increase in enforcement dollars would also go
a long way. I think seeing Mr. Lay and Mr. Skilling convicted has
done more benefit for American capital markets and the trust in
them than all the bills in the history of the U.S. Congress possibly
could have.

Mr. MCHENRY. Any further questions from the panel?
Ms. KELLY. I’d like to throw one out if you don’t mind.
Mr. MCHENRY. Certainly.
Ms. KELLY. We’re trying to look at what will generate a liquid

market that will grow the economy. To do that, it’s very difficult
because we don’t have a statutory—a real statutory definition on
what we should be regulating here. As you’ve all pointed out, the
large companies don’t have a great deal of—it doesn’t have that big
of an impact, but these smaller, these nascent companies that are
coming into the market, things that Mr. Coulson, the entities Mr.
Coulson, and you, Mr. Wolkoff, often deal with, should we look at
a cap on the capitalization of a company? Where would you set the
marker if you were rewriting this bill? And Mr. Feeney’s bill does
the kinds of things that I feel are good. That gets the government,
let industry itself decide. But if we have to rewrite the bill in some
way, would you put a cap on it—on capitalization, on the amount—
certainly not the profitability, but where would you go with trying
to rewrite this so it makes sense?

Mr. WOLKOFF. Are you asking me?
Ms. KELLY. I’m asking all of you.
Mr. WOLKOFF. I think that there should be exemptive authority.

I think that there are some companies that should be able to dis-
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close that they’re not complying and the reasons why and I think
in the case of say companies that are looking to discover a new
medical device or a new pharmaceutical, and have very little reve-
nues, Sarbanes-Oxley is not the reason people are buying those
stocks and I think that would be completely understandable.

I believe that there’s probably quite a bit that can be done, even
in the absence of legislation, simply by giving definition, by con-
tinuing certain exemptions as they exist, by giving a break, really,
to foreign companies, who want to try to access American capital
markets and aren’t going to have half of their shareholders be U.S.
citizens, but some smaller amount. I think that all of these things
are worth trying. I think that there are people with greater knowl-
edge of the application of accounting rules and securities laws than
perhaps I have, but like the panel, I do have concerns that what
we have right now is heavy handed, is excessive, is hurting Amer-
ican capital markets and is hurting American business as well, and
should be rethought in every fundamental way in order that we
can become competitive with the rest of the world without lessen-
ing those standards that are most important to investors.

Mr. FACTOR. What I think needs to be done is 404 needs to be
done away with. Mr. Wolkoff talked about two people who got con-
victed. There were over 700 convictions since Sarbanes-Oxley was
enacted, well over 700 and fines galore, none of them under Sar-
banes-Oxley.

What we don’t need is additional legislation and regulation.
What we need is to take the regulation that we have and legisla-
tion that we have and use it properly. The fundamental problem
is that once the—once you have in power town D.C., once you have
an Enron and World Com, it’s like that the regulatory dinner bell
ringing and the bureaucrats come rushing to the table with new or-
ganizations that just add enormous costs to our society. And it’s
hard to dislodge it. And what we need to do is dislodge them under
404. We need to dislodge them by getting rid of 302 which crim-
inalizes, in many cases, taking risks. We need to really think this
thing—this thing needs to be thought through thoroughly and say
what legislation do we really need to give America the opportunity
to grow and prosper and create jobs.

The only thing I can tell you is we filed a lawsuit to challenge
the constitutionality of the Public Company Oversight Accounting
Board [PCAOB]. On the day we filed it, it was the day that
PUHCA, which is the Public Utilities Holding Company Act of
1935, finally was gotten rid of. It was an overreaction in 1935 to
Sam Ingersoll and in many ways it was a Stalinist act in the way
it was written. It allowed the SEC to bust any multi-state utility
holding company. Sometimes the gross overreaction really hurts
our country and Sarbanes-Oxley does that.

Mr. FEENEY. Mr. Chairman, I wonder if I could ask one more and
with respect to 302, my bill doesn’t touch that, but if you do define
de minimis standards, the criminal penalties become a lot less arbi-
trary.

Does any of the three panelists have a very quick opinion, the
PCAOB and the SEC appointed a small business advisory commit-
tee. I thought their recommendations—I’ve been working on this
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for 8 or 9 months and I thought their recommendations were pre-
scient since my bill was written, but not quite filed yet.

Does anybody have an opinion why they, for the most part,
nodded and then went about their merry way without adopting the
most important of the advice given by their own advisory commit-
tee?

Mr. COULSON. I watched that panel very closely and I think their
report is actually a great report on the state of small company mar-
ket past 404 and Sarbanes-Oxley. And there’s a lot of other points
they raised that should be followed through on.

They went for the long pass, get rid of it. And it’s much harder
to go through and decide which controls are material to investors
and I think a great process will be if the SEC can do it and the
PCAOB is go through, figure out what the controls are at small
companies and figure out which ones are material to investors and
what’s the cost benefit and say OK, here’s 10 controls you need
when you’re this market cap. Here’s 50. And let’s really, because
SOX 404 is like a rule in Small Town, USA that says every house
has to be painted every year, but the painter decides when he’s
done and you’re paying him by the hour. That can’t work.

You need to be able to cutoff your accountant and say we’re done
on the audit and this is what the regulators say you have to do.
And that hasn’t been done. And that’s the real nightmare and peo-
ple are running around, the sky is falling. There are SOX consult-
ants who will say pay me hourly and I’ll tell you how the sky is
falling.

There needs to be reined in and while—I agree with many points
of Mr. Factor, and maybe we should get rid of it, but dealing with
going forward, we really need to rein in the cost for the small com-
pany and give them some comfort.

Mr. MCHENRY. And with that, thank you so much for testifying
today. Mr. Coulson, I think you had a great line there at the end
about the housepainter. I think it’s very well stated.

Mr. COULSON. Thank you.
Mr. MCHENRY. And thank you so much for taking the time to

testify before us. This information is very important to us, to en-
sure the strong nature of our financial markets going forward.

With that, we’re going to have a set for 5 minutes for the next
panel, and this panel will stand in recess for 5 minutes.

[Recess.]
Mr. MCHENRY. The committee will come back to order. I welcome

the second panel. Thank you for taking the time to be with us
today. Thank you for waiting your turn.

Because the Government Reform Committee has subpoena
power, we always swear in the witnesses as you heard with the
previous panel, so if you would all please rise and join me. Raise
your right hands.

[Witnesses sworn.]
Mr. MCHENRY. We note in the record that all the witnesses re-

sponded in the affirmative. With that, I’d like to recognize my col-
league from Pennsylvania, Mr. Dent, for the purposes of three in-
troductions and Ms. Kelly for the fourth.

Mr. DENT. Well, first I’d like to introduce our next witness today
which is Mr. Robert Robotti. Mr. Robotti is the president and man-
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aging director of Robotti & Co. He recently served with distinction
on the Securities and Exchange Commission’s Advisory Board on
Smaller Public Companies. He holds a B.S. degree from Bucknell
University, about 100 miles up the road from me and an M.B.A.
in taxation from Pace University. We’re glad to have you with us
here today, Mr. Robotti.

I’d also like to welcome Mr. William Beach, director of the Center
for Data Analysis [CDA], at the Heritage Foundation. Mr. Beach
previously served as president of the Institute of Humane Studies
at George Mason University in Fairfax, VA; previously, unranked
basketball team, by the way, which made it in this year’s Final
Four. He is a graduate of Washburn University and he also holds
an M.A. in history and economics from the University of Missouri,
Columbia. Thank you for being here.

And then we’ll also hear today from Mr. John O’Shea. Mr.
O’Shea is the president and chief executive officer of Westminister
Securities Corp. He is an allied member of the New York Stock Ex-
change and a member of the New York Board of Trade and Securi-
ties Traders Association. He holds both a B.A. and M.A. in econom-
ics from the University of Cincinnati. Welcome.

Ms. Kelly.
Ms. KELLY. Thank you. Our final witness today is Mr. David

Lawrence who is the chief financial officer of Acorda Therapeutics,
Incorporated. Mr. Lawrence is a founding member and currently
serves on the Board of Directors as treasurer of the Brian Hearn
Children’s Fund. He is a graduate of Roger Williams College and
received his MBA in Finance from Iona College. And we thank you
all for being here.

Mr. MCHENRY. And with that, we’ll start, just a reminder for this
panel, as you heard before, there’s a 5-minute time limit for open-
ing statements. You’ll see the yellow light come on. We have 1
minute left at that point. I’d wrap up if I were you.

And with that, Mr. Robotti.

STATEMENTS OF ROBERT ROBOTTI, PRESIDENT, ROBOTTI &
CO.; WILLIAM W. BEACH, DIRECTOR FOR DATA ANALYSIS,
THE HERITAGE FOUNDATION; JOHN P. O’SHEA, PRESIDENT
AND CEO, WESTMINSTER SECURITIES CORP.; AND DAVID
LAWRENCE, CHIEF FINANCIAL OFFICER, ACORDA THERA-
PEUTICS, INC.

STATEMENT OF ROBERT ROBOTTI

Mr. ROBOTTI. Hi. Thank you for the opportunity to testify today.
I was recently a member of the Securities and Exchange Commis-
sion’s Advisory Committee on Smaller Public Companies and, as
such, served as a member of the Corporate Governance and Disclo-
sure Subcommittee. The SEC, of course, established the Advisory
Committee to examine the impact of Sarbanes-Oxley and other as-
pects of Federal securities laws on smaller companies.

Professionally, I am both the Founder and Managing member of
an investment partnership, which SEC rules require me not to
name, and the Founder and Portfolio Manager of Robotti & Com-
pany Advisors, LLC, an SEC-registered investment advisor. Both of
those entities, I direct the investment of slightly over $300 million,
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the vast majority of which is invested in small cap and micro cap
companies.

I am also a director of Panhandle Royalty Co., a publicly traded
$160 million market cap company. I am a member of Panhandle’s
Audit and Compensation Committees and as such I am familiar
with one company’s travails with Sarbanes-Oxley’s Section 404. I
would point out that, as a board member, it is a logical predisposi-
tion to reduce one’s potential personal liability by encouraging a
company to overspend on Section 404 compliance.

I will address you today primarily as an investor in small cap
and micro cap companies, i.e., someone to whom the benefits of
Sarbanes-Oxley are directed. Let me start by describing our invest-
ment process. We are what is commonly characterized as bottom-
up equity investors. Our stock selection is predicated on the re-
search and evaluation of fundamental company data. Therefore, we
are primarily interested in an issuer’s annual audited reports as
well as its interim financial statements which companies registered
with SEC are required to publicly disclose. It goes without saying
that the reliability of that data is paramount to our investment de-
cisions. Once we invest, we think and act like owners. This in-
cludes continuous evaluation of management and the board’s over-
sight through assessing their capital allocation decisions.

Again, both audited annual reports and interim financial state-
ments are fundamental tools utilized in this investment process.
Therefore, I am a proponent of expenditures of time and money in
producing such reports which benefit us, the investors and owners,
by providing us with timely financial and other information abut
an issuer.

Let me point out that we know, from many years of investment
in public markets, managements and boards occasionally fail to act
in shareholders’ best interest or even fail to attempt to act in
shareholders’ best interest. The document, the critical evaluation
on our part of managements and boards, I can point to the fact
that I and the entities I direct have been named plaintiffs in nu-
merous lawsuits against companies in which we had invested as a
result of our efforts to protect and we took these efforts to protect
shareholder interests.

So when management of our invested companies states ‘‘the cost
and effort of compliance with Section 404 is disproportionate to its
benefits,’’ I listen with healthy skepticism.

I think it’s important to point out that I strongly support the
vast majority of the investor predictions provided by Sarbanes-
Oxley: the independence requirements for the audit committee, the
restrictions on loans to insiders, the whistleblower provisions as
well as other restrictions on services by independent auditors, etc.
The vast majority of the law is a tremendous step forward for
shareholders. There are costs, both hard and subtle, exist, but my
personal investing experience convinces me that the net benefit to
shareholders is significant. Therefore, we support—and the support
of these protections enumerated in SARBOX is documented by our
committee’s work at the SEC also.

But then there is Section 404, where I believe some moderation
with respect to its implementation would be practical. Concep-
tually, Section 404 compliance requires detailing, documenting and
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testing data pertinent to the reporting process. Realistically, Sec-
tion 404 needs to be significantly right-sized. I further believe that
the time and attention now required by top management of small
companies to fully comply misapprpriates shareholder value. This
is subtly more relevant to smaller companies than it is to larger
ones, for large companies the time and effort required by 404 can
be delegated to staff who are not charged with running company.
For smaller companies, senior management spends a substantial
amount of their time on 404 when they could be running the busi-
ness. Instead, they’re dealing with the compliance of Section 404.
My perspective is based on my years of experience, observations
and evaluations of companies and their managements.

The misallocation of management’s time and attention, as well as
the hard costs paid to outside auditors and consultants are not the
only negatives. The costs associated with complying with Section
404 continue to motivate small companies which do not plan on
raising capital to deregister or go dark. When a company
deregisters or goes dark the company can do this in a relatively
short period of time. It ceases to be required to make annual finan-
cial statements and interim reports publicly available. It becomes,
in essence, a private company with public shareholders. Since the
vast majority of the universe of small companies has no plans on
raising capital, the majority of these companies are candidates to
go dark. It is probably in their fiduciary duty actually as directors
and managements to consider this option.

Small companies that have deregistered or that are part of the—
planning to deregister, have to consider the huge costs associated
with Section 404 compliance. And this is one of the unintended con-
sequences. The GAO report itself identifies this as a problem and
identifies that there was a significant increase in the companies
that are deregistering. Out of 5,971 SEC registered companies
today who are non-accelerated filers. I’m going to skip through
since I’ve got plenty more.

We’re concerned also about that impact that it was because a lot
of the discussion really talks about companies raising capital, be-
coming public. What we’re forgetting about is that there’s a huge
disenfranchised investor base out there who are shareholders in
these companies and potentially are going to be subject to—there
are almost no regulations in terms of what information will be
available to and how they can evaluate these companies. That’s a
significant factor.

Thank you.
[The prepared statement of Mr. Robotti follows:]
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Mr. MCHENRY. Thank you, Mr. Robotti.
Mr. Beach.

STATEMENT OF WILLIAM BEACH

Mr. BEACH. Thank you for the opportunity to testify before you
today, to come all the way from Washington to New York where
it’s even warmer, apparently, than down there.

Policymakers at all levels of government, but particularly at the
Federal level have a number of prime directives that govern their
work: design and run efficient programs, change policy in line with
the changing world in which the policy lives, listen to citizens and
their elected representatives and due no harm.

Within that list, clearly the last ranks highest in my view. At the
risk of using an inappropriate analogy, the cure must not be worse
than the disease. Doubtless, the most profound change in financial
market regulation in the past decade occurred with the passage of
the properly titled Sarbanes-Oxley legislation in 2002. There’s an
adage that I learned in the law and that is hard cases make bad
law.

Today, analysts are acquiring evidence that the reaction of Con-
gress to transitory financial market problems and to the enveloping
recession created law and subsequent regulation that has harmed
markets, the creation of new businesses and consumer well-being,
as well as the general level and quality of U.S. economic activity.

Our own research in the Center for Data Analysis indicates that
Sarbanes-Oxley may have had a negative effect on the volume of
private equity deals independent of the influence of a poorly per-
forming economy that surrounded investment decisions in the first
2 years following the passage of the act.

The key ingredients of a well-functioning dynamic system of fi-
nancial markets or financial information and entrepreneurship,
there’s no question about that. There are hardly any two factors
more important unless it is the sheer volume of new business ideas
and supporting entrepreneurial activity that produce markets in
the first place. Economic activity can be harmed by government
and these things can be harmed by your acts. While no one denies
that good reporting of financial results is important to market per-
formance, honest 10Ks are preferred over dishonest ones. Markets
can punish crooked companies much faster than you can and more
severely than you can or the courts. In fact, the price system can
move so swiftly against businesses that some stock exchanges actu-
ally have rules for stopping trading in a company’s equities when
prices fall by a certain percentage.

Let me describe the research that we have done. There is in-
creasing anecdotal and statistical evidence that Sarbanes-Oxley
has created damaging distortions in the price system. Ladies and
gentlemen, the price system is a natural resource, all right? It isn’t
something that you’ve created or we’ve created. It’s what we
human beings have created and it’s your duty to defend it.

Our own research on this possibility has focused on changes to
venture capital funding after passage of SARBOX. Venture capital
funding reflects all aspects of the problem described here; entre-
preneurial activity, it has capital costs, investor decisions, financial

VerDate 11-MAY-2000 12:32 Mar 27, 2007 Jkt 000000 PO 00000 Frm 00062 Fmt 6633 Sfmt 6633 C:\DOCS\33393.TXT HGOVREF1 PsN: HGOVREF1



59

reporting requirements and in some cases, it will even have a pub-
lic-traded moment.

If Sarbanes-Oxley appears now to exercise a deleterious effect on
financial markets, then the venture capital industry should provide
an early indication of that effect, kind of like the canary in the
cave. The staff of the Center for Data Analysis collected monthly
data on venture capital deals from 1995 onwards. Our data came
from Thompson Financial Services Venture Economics Web site.
These data included the volume of deals in their total value, com-
mitments in IPOs. Data were also assembled from other CDA eco-
nomic models on the U.S. economy. After all, the venture capital
industry was severely affected by the collapse of the dot com bubble
in the fall of 2000 and 2001. The time period also saw the debate
over more financial regulation heating up. So the key problem that
we had to solve was how do you separate the collapse of the ven-
ture capital market from the effects of Sarbanes-Oxley? It’s a very
delicate, statistical problem.

The analytical results from running a model of private equity
deals contains ways of tickling out these effects, indicates that the
anecdotal evidence is, in fact, very correct and that Sarbanes-Oxley
actually reduced deals and we are currently updating the model
with new and more recent data and we’ll supply this committee
with that when it becomes available.

We also tested the same model with an appropriate number of
time period lags for two additional measurements: fund commit-
ments and initial public offerings with the same result. Now why
was this result there and I’ll conclude on this and we can do it in
the queries that follow. What happens in Sarbanes-Oxley is that
the regulatory cost and the uncertainty adds to the cost of capital.
It’s the uncertainty factor which is actually the worse part as far
as we can tell from the data. And the uncertainty factor raising the
cost of capital and also raising the possibility of failure in the fu-
ture has caused the deals to collapse in the way that we saw them.
And we don’t see that as something that’s recovering any time
soon.

Remember, for every one tenth of a point, in capital costs
brought about through government’s own actions, there’s 100,000
or so jobs lost, potential jobs in the economy. So there’s a direct re-
sult outside of the deals to the general macro economy.

I’d be happy to answer questions.
[The prepared statement of Mr. Beach follows:]
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Mr. MCHENRY. Thank you, sir.
Mr. O’Shea.

STATEMENT OF JOHN P. O’SHEA

Mr. O’SHEA. I would like to first express my appreciation for the
opportunity to speak before the Subcommittee on Regulatory Af-
fairs and share my views with regard to the costs and benefits of
Sarbanes-Oxley. This is an issue of great importance to small busi-
nesses in America, as well as the financial community, regulators,
and others who provide services to this vital segment of the Amer-
ican economy.

I’m speaking before the subcommittee from a dual perspective:
first, as president, CEO and owner of a New York Stock Exchange
and NASD member firm and as a small business issuers as clients;
and second, as an individual who has invested personally in many
SBIs and also has acted as an officer and director of SBIs.

I’ve worked with SBIs for over 20 years, and have witnessed nu-
merous changes in regulations that have significantly improved the
transparency of small capital markets, particularly the Over-the-
Counter Bulletin Board. While some of these regulations placed in-
creased burdens on issuers, they were regulations aimed specifi-
cally at smaller issuers for the purpose of enhancing disclosure and
market liquidity for smaller public companies. By contrast, the Sar-
banes-Oxley Act has placed a broad-based burden on publicly held
companies of all shapes, sizes and characteristics. While there are
many positive aspects of the act, such as those regarding conduct
and related-party transactions, the audit and review standards are
particularly onerous.

In the case of larger companies, I believe the burden can be ab-
sorbed with reasonable impact and the benefits are realized by a
large number of investors. In the case of smaller public companies,
however, I believe the cost, in terms of both financial impact and
management resources, has a disproportionately large effect. These
impacts and expense are not commensurate with the benefit re-
ceived, resulting in two trends that are having a negative effect on
capital formation for small companies in the United States.

Many issuers are choosing to terminate their registration or go
dark. Additionally, an increasing number of issuers are choosing to
go public in markets outside of the United States. Both of these fall
under the ‘‘law of unintended consequences,’’ having the effect that
this is the exact opposite of what SOX attempts to accomplish.
Rather than increasing disclosure and providing stronger controls
for companies, many issuers are terminating previously available
disclosures, or, by going public elsewhere, not providing them at
all.

According to a study at the University of Maryland, approxi-
mately 200 companies petitioned to delist their stock in 2003, with
an estimated similar number in 2004. This compares with just 67
companies in 2002, prior to the implementation of SOX. Their secu-
rities are either moved to the pink sheets where they frequently de-
cline in price, or they stop trading altogether. As the investors are
left in the dark, having significantly less knowledge about the ac-
tions of management and operational results of the company, they
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are left with little leverage with which to form the basis of a more
accurate valuation.

The second trend is the growth of competing, non-U.S. market-
places that cater to small cap companies, particularly the AIM in
London. The number of foreign companies listed on the AIM has
nearly doubled every year since the year 2003 when SOX was first
implemented. With only 60 foreign countries listed on the AIM in
2003, the number jumped to 116 in 2004; 220 in 2005; and 262
through May of this year.

Among it’s listed companies, the AIM includes 37 U.S. companies
up from 17 1 year ago. Some of these abandon their U.S. trading
status in order to join the AIM. Some never pursue U.S. trading
at all. Further, emphasizing this attraction is the fact that newer
markets are being formulated that are emulating the AIM system,
not the NASDAQ. As these alternatives become increasingly avail-
able and credible issuers, both United States and international,
will have less incentive to face the complexities and costs of trading
in comparable U.S. markets.

The two trends presented above reflected the general pushback
smaller public companies are having against SOX. While many
smaller public companies are choosing to stay the course and com-
ply with the newer regulations as they become applicable to them,
there is a significant discontent and concern regarding the dis-
proportionately high cost to them. A study by Foley & Lardner
found that in fiscal year 2005, the percentage increase in average
audit fees was significantly higher for small cap companies at 22
percent than mid cap at 6 percent and S&P companies at 4 per-
cent. The year-to-year percentage increases were greatest during
the phase-in of Section 404 requirements, with the largest in-
creases being felt by small cap companies.

In preparation for this testimony, we surveyed smaller compa-
nies to get feedback regarding their experience with SOX. In this
informal survey, approximately 70 percent felt that SOX had no ef-
fect on communications with shareholders, communications with
analysts or other information useful to management. Sixty-seven
percent of those surveyed also felt the quality of their financial re-
porting was the same, although 31 percent did feel that it had im-
proved since the implementation of SOX. Seventy-four percent be-
lieved that the results obtained were not worth the expense and ef-
fort in implementing them.

As an additional gauge of the perception of the effects of SOX,
we surveyed investors, including 27 individuals and institutions.
We asked these investors about the effects of SOX on the small and
micro cap companies they invest in or would like to invest in.
While 33 percent of the group believed SOX had the potential to
reduce the risk of management fraud, 56 percent believed it had
no effect. Almost the entire group, 93 percent, felt that SOX had
a negative effective on issuer profitability, and 100 percent believed
SOX has caused small and micro cap companies to be less likely
to go public in the United States. When rating the effect of various
factors on positive share performance, 85 percent felt that earnings
and revenue growth was the most important, while 85 percent felt
that compliance with SOX was least important. This indicates that,
while investors find there are some positive aspects to SOX, those
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aspects are not as highly valued in the marketplace in light of the
negative impact it has on profitability.

Thank you very much.
[The prepared statement of Mr. O’Shea follows:]
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Mr. MCHENRY. Thank you, sir.
Mr. Lawrence.

STATEMENT OF DAVID LAWRENCE
Mr. LAWRENCE. Thank you for providing the opportunity to tes-

tify before you today on Sarbanes-Oxley Act, Section 404, and find-
ing the proper balance among cost burdens, investor protection and
U.S. competitiveness.

I currently serve as the chief financial officer of Acorda Thera-
peutics. We are a public biotechnology company located in Haw-
thorne, NY. I have been involved with the management of cor-
porate governance and finances in biotech and high tech companies
for over 15 years. Founded in 1995, Acorda is a biotechnology com-
pany focusing on the development of next generation therapies that
restore neurological function to people with spinal cord injury, mul-
tiple sclerosis and related conditions of the nervous system.

Our company has clinical and pre-clinical drug candidates for
MS, the focus on novel approaches to repairing damaged compo-
nents of the central nervous system. We are currently a net loss
company with one drug on the market. Our market cap of approxi-
mately $76 million as of June of this year is at the bottom 0.5 per-
cent of total U.S. market cap.

We completed our initial public offering in February 2006 and
are currently beginning the process of complying with the Sar-
banes-Oxley Act.

Today, I’m here to testify on behalf of the biotechnology industry
organization, an organization representing more than 1,100 biotech
companies, academic institutions, State bio technology centers and
related organizations in 50 U.S. States and 31 nations. The major-
ity of bio member companies are small, research and development-
oriented companies pursuing innovations that have the potential to
improve human health, expand our food supply and provide new
sources of energy.

Acorda Therapeutics has a profile that’s typical of the high-risk,
capital-intensive, long-lead time regulated business environment of
the biotech industry. As a representative of one of the most innova-
tive high growth sectors of our Nation’s economy, one in which the
United States maintains a global leadership position, my testimony
is tailored to the issues faced currently or that will be faced by
emerging companies in the biotech sector.

Let me start by saying that we fully appreciate and agree with
the congressional intent behind Section 404, ensuring that compa-
nies have in place effective procedures and controls to enhance in-
vestor protection and protect against fraud. Where Section 404 has
gone awry is in the implementation. The current implementation
of Section 404 is not tailored and does not work well for small pub-
lic companies.

The one size fits all approach of Section 404 is highly burden-
some and smaller companies are bearing disproportionate costs on
a relative basis. This has been recognized and documented, not
only by the SEC advisory committee for smaller public companies,
where members voted 18 to 3 in favor of Section 404 reform, but
also by the GAO, where it found that smaller companies at the bot-
tom 6 percent of total U.S. market cap pay up to $1.4 million on
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external auditors for Section 404 compliance. The GAO also found
that 47 percent of the companies reported significant opportunity
costs related to Section 404, draining resources away from innova-
tion and research.

Even the SEC recognized in its recent statement that Section
404 might need reform based on a top down risk-based and scaled
approach, which would make Section 404 more responsive to the
individual size and complexity of the companies. For most biotech
companies, the cost burdens associated with Section 404 compli-
ance include both internal costs, as well as external auditor costs
and are substantial. Our experience as a newly public, non-acceler-
ated company is very similar to those experienced by BIO mem-
bers. Due to limited internal resources, we will have to imme-
diately contract with an outside consulting firm in order to comply
with SOX requirements by the 2007 deadline.

For many of the newly public companies, Section 404 costs could
mean having to spend a large portion of their research funding for
a leading drug or therapy on Section 404 compliance, forcing many
of the companies to make reductions in research spending in order
to meet the requirements imposed by Section 404.

For the investors, their confidence and trust in public companies
may have increased as a result of SOX as a whole, but not nec-
essarily due to Section 404. As we saw in the first and second years
of Section 404 implementation, investors were less concerned when
a company reported a material weakness in internal controls under
Section 404, than on how much a small company was paying to
meet Section 404 requirements.

Here, the cost of implementing Section 404, particularly for
smaller public companies, appear to outweigh many of the benefits
that are directly related to Section 404.

As embraced by the Advisory Committee in its final rec-
ommendations, it is critical that Section 404 reform framework es-
tablishing a risk-based approach that provides scaled reforms
based on a revenue filter condition. This approach recognizes that
level of risk, the level of complexity, and the level of product reve-
nues are clearly interrelated and that product revenue should drive
the level of internal control procedures.

Without Section 404 reform, evidence points to the fact that inno-
vation may be stifled and U.S. competitiveness compromised. With
recent submission of the Advisory Committee’s final recommenda-
tions and the SEC’s statement of intent for reform, it appears that
now is the opportune time for the SEC to fully engage and follow
through with reforms consistent with the original principles upon
which SOX was enacted.

Thank you for your time and consideration of BIO’s views. BIO
urges the subcommittee to request expeditious action by the Com-
mission on the reform framework endorsed by the Advisory Com-
mittee.

[The prepared statement of Mr. Lawrence follows:]
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Mr. MCHENRY. Thank you, sir, and I’ll begin the questioning.
We’ll start the clock with 5 minutes.

Mr. Robotti, a question for you. How much do you rely on Section
404, in terms of making decisions about companies? What is your
reliance on Section 404?

Mr. ROBOTTI. Well, one of the points I raised is that I don’t think
the public market really ascribes much value to it because if you
look at the micro cap companies that are not accelerated filers, less
than $75 million of unaffiliated market cap today, there’s no repric-
ing of the securities in those markets. They don’t have a higher
multiple, but you’ve got to pay for those stocks. They don’t sell a
higher multiple, a lower multiple for books. So it doesn’t seem to
me, because part of the portfolio companies that we invest in are
still not 404 compliant and others are. So you know, I, as an inves-
tor, look at these companies, have met with managements, look at
the financial reports they have, look at what they’ve done in the
past in terms of restating their financials, and make my own subtle
assessments about the reliability of management and internal con-
trols. And so it’s really not an assessment, because from the outset,
it’s, of course, always difficult to understand exactly the process
that they went through in 404.

The companies that I am familiar with the 404 processes that
they have gone through, you know there are some benefits that do
come from kind of reviewing top down, everything they do, but the
time and effort involved—there’s a lot more detail work that really
is relatively irrelevant. So that’s my opinion. And I clearly have
talked to companies who have said, listen, who have said to me,
the cost of being a public company is not that significant, so I don’t
know why company XYZ who is a competitor of ours did
deregister—this is 2 or 3 years ago—for other reasons. And then
I come back to them a couple of months later and they say gee,
we’ve looked at this 404 and we’re looking at what the time and
effort is going to be involved and the cost of it. I’m considering that
we would really deregister.

So that’s a specific company where I’ve had conversation where
clearly the guy said it’s not significant being a public company and
the costs aren’t that significant to evaluating 404 and saying: ‘‘I
don’t know if I really want to go through that process and incur
all these incremental expenses and I don’t really see the benefit
added.’’ And I could understand, yeah, I own 19 percent of the com-
pany and yet I’m not really an insider. I’m not really privy to any
information that any outside investor isn’t, but I understand his
process. And if I were a director, I would think yeah, maybe that
is really relevant for you to not be a reporting company.

Mr. MCHENRY. All right, I think it’s pretty clear we understand
the problems in the marketplace and I appreciate you touching on
that. Now if we could transition, if we all, all four of you could take
just 30 seconds and explain what we should do, what Congress
should do, what action we should take and we’ll begin with you,
Mr. Robotti, but please keep it at 30 seconds. We’ve got to keep to
the time.

Mr. ROBOTTI. 404 is extremely poorly designed and implemented.
The idea that you need additional work done on internal controls
is logical and in the testimony given by an ex-SEC Commissioner

VerDate 11-MAY-2000 12:32 Mar 27, 2007 Jkt 000000 PO 00000 Frm 00085 Fmt 6633 Sfmt 6633 C:\DOCS\33393.TXT HGOVREF1 PsN: HGOVREF1



82

who said what you’ve got to do, he said take 1 day for the CFO,
5 days for the order and that’s what he said he designed the law
when he implemented the law and wrote the law and that’s not
what’s happening. So the implementation is vastly off.

Internal controls are good. You need it. 404, way overkill.
Mr. MCHENRY. Mr. Beach.
Mr. BEACH. I’m not on the market, so I won’t give you that kind

of a detailed response, but let me just say that I think you should
commission research on the economic effects of 168 words. I hon-
estly think that Congress needs to have more information and reli-
able peer-reviewed information about what this has done, so you
can get past the anecdotes which are all very important and into
something that’s more solid than that, something that you can rely
on.

Mr. MCHENRY. Mr. O’Shea.
Mr. O’SHEA. At the very least, I think you should delay imple-

menting some of the more onerous provisions of the act, particu-
larly 404, to do cost benefit studies, to understand the effect and
perhaps consider having some companies, small cap companies or
different industries being exempt from those provisions.

Mr. MCHENRY. Mr. Lawrence.
Mr. LAWRENCE. Similar. It’s the 404 provisions that are espe-

cially difficult for small companies such as Acorda and others in
the biotech industry. It really is either—put on hold so it can be
further studied and analyzed or some sort of a leveled approach or
scaled approach based on revenue and market cap.

Mr. MCHENRY. All right, I appreciate your input.
Mr. Dent.
Mr. DENT. Thank you, Mr. Chairman. Mr. Beach, I do appreciate

your comment just a moment ago about the impact of 168 words
on the economy. And I’m always reminded in this business of legis-
lating that we pass laws to stop people, bad people from doing bad
things and the corollary to that is oftentimes it prevents good peo-
ple from doing good things and I think you drove that point home.

Mr. Lawrence, I represent an area of the country where there’s
a lot of biotech interest and activity. And I’d be curious to know
have you, are you aware of any research that has been foregone or
discoveries that are not being made because of the compliance costs
associated with Section 404?

Mr. LAWRENCE. It’s tough to say what discoveries have not been
made, if the funds haven’t been directed toward them. In our case,
we will probably be similar to other biotech companies where you
could spend upwards of $1 million or more in the implementation
of SOX, so for a small company like us, that’s $1 million that will
not be used to bring in more researchers and license additional
technology or things that could accelerate the development of
breakthrough drug in the future.

Mr. DENT. With respect to these opportunity costs for these small
companies, I mean just elaborate on that. What do these oppor-
tunity costs—what opportunities are being missed?

Mr. LAWRENCE. Just the opportunity to—you may have drugs
reaching a certain development stage where additional funding
could take it to the next level. Get it into a clinical trial, bring it
into a Phase 2 clinical trial. Get it out of the laboratory and into
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human testing. Those are questions that you will ask yourself, if
you’re spending money on things that are not going to the research
and development, primarily what investors have invested in our
company for.

Mr. DENT. Mr. Beach, can you just elaborate too on the impact
on jobs. We’re always talking about jobs around here and what do
you see the impact on jobs because of this statute, Sarbanes-Oxley,
and its implementation, I should say?

Mr. BEACH. Well, our own research is beginning to indicate pret-
ty strongly, Congressman, that Sarbanes-Oxley has, in fact, added
to the cost of capital and we know that in looking at large models
of the U.S. economy, as well as industry specific models, that cap-
ital costs are really the big driver in business expansion, in rein-
vestment and new technology, all of which has immediately two
areas, one, and that is the improvement in salaries and wages. It
makes workers more productive and they’re able to command high-
er pay and so if capital costs are going up, that will reduce the po-
tential wages and salaries and also in achieving new employment.
And when Congress acts to increase the cost of capital, that is
worse than when any other institution in the United States acts,
for example, just capital market increases because people who are
borrowing now have to also calculate that you will followup this ac-
tion with other deleterious actions and so we say in our modeling
that at one-tenth of an increase in capital costs that’s due to your
actions results in 100,000 lost potential jobs, not actual jobs, but
potential employment falls by that amount.

Mr. DENT. And what industries do you think, looking forward,
will be most impacted by this law, knowing that $9 out of $10
raised for these new companies are being listed elsewhere, outside
of this country?

Mr. BEACH. That’s why I think our research in the venture cap-
ital data was so important and revealing, Congressman. And just
very, very quickly, we saw a real movement away from companies
that would have difficult decisionmaking by the private boards. An
unwillingness to take a company public, in other words. High tech-
nology companies. Of course, the area of the economy which has
been benefited by Sarbanes-Oxley was made in the previous panel.
We saw an increase, not only in compensation, but in numbers in
the financial services sector, but particularly accountants and those
subsectors. That’s what the research indicates at this particular
point.

Mr. DENT. Thank you, Mr. Chairman. I will yield back.
Mr. MCHENRY. Ms. Kelly.
Ms. KELLY. Thank you. I’d like to ask Mr. Lawrence, biotech

companies have really very low product revenues comparable to
their market capitalization. And it’s not uncommon for a newly
public biotech company to have a market capitalization of $700 mil-
lion, but have product revenues of less than $1 million.

The SEC Advisory Committee for Smaller Public Companies de-
fines a smaller public company in terms of revenue and market
capitalization. Now I asked the prior panel, is that an appropriate
way to define or should we do it only on market capitalization
alone? Should we—how do we redefine that so that it makes some
sense?
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Mr. LAWRENCE. The market cap is an important piece. The reve-
nue portion and it is true that when a company begins to have rev-
enue, it does create more complex financial statements. Case in
point, we recently went public and we acquired a product last year
in 2004 and there was a large amount of work that went into reve-
nue recognition on this product and how to report it on the books.
Very detailed, very—intricate accounting policies had to be fol-
lowed.

So I think that the revenue piece is an important piece because
it does add a sense of complexity to the financial statements and
creates another layer of potential accounting discrepancies.

Ms. KELLY. Let me ask another question. I’ve been sitting here
thinking, listening. Are we holding the companies liable for some-
thing that we ought to perhaps because we’re talking in Section
404 about figures that the accountants have? Perhaps we should
talk about where the accountants are being held because when an
accountant goes into a firm, the only way they’re going to get any
information about the firm really is if they’ve been doing it repeat-
edly and they know the firm very well or whatever the firm tells
them, that’s what they get.

Should we perhaps be looking at accountancy, along with what
we’re talking about with trying to get some—the whole basis for
404 was transparency and the whole idea for transparency was to
get some honesty out there in the marketplace to help an investor
be able to invest with all of the available information. But perhaps
there should be something we should be looking at in terms of ac-
countancy with relationship to what this Section 404 is demanding
of companies. I’m asking this of all of the panel.

I’d like to start with you, Mr. Robotti. Have you thought about
that? And I’d like to hear your thoughts.

Mr. ROBOTTI. Accounts play a key role in the total equation here
and of course, they’re driving—I think that’s one of the problems
with 404 is of course, you know their interpretation of PCAOB
rules are how do you do an internal 404 review is what’s adding
to costs because that’s one of the recommendations, of course, the
committee did make that for small companies, not micro compa-
nies, so therefore between $700 million and market cap and over
$128 million, that qualification would move over time because it’s
as small as 1 percent. Those companies would be exempt from the
external auditor opinion on Section 404.

My personal experience with one company where I am director
today and on the audit committee, we just the other day met and
our internal, our external audit was $100,000 incremental the first
year and we paid $100,000 to hire a consultant to work with us to
implement 404 and to put in internal controls and of course, there’s
the time and effort internally.

The second year, the auditors charging us the same $100,000 to
do the audit, no cost savings the second year. There was a 100-hour
reduction from 580 to 480, but they raised the rates. So it’s the
same price. The external consultant went from $100,000 to $30,000
the second year. The external consultant clearly was important
helping the company organize, demonstrate and categorize all of
the internal controls that happen and put in controls that needed
to be done the second year, but became more efficient. The external
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auditor, I don’t know what they did the first year other than act
as the oversight person to make sure that the internal work was
done. The second year, I don’t know what they’re doing because I
just don’t understand that process. So that’s what I’m saying, the
implementation of 404, I think is a problem. I think auditors are
a key part of the problem.

An extra reason why you don’t need 404 today, the auditors kind
of run the show because if they say listen, we don’t like the data
you gave us, then you know, we’re going to say you’ve got to give
us more data and more information. They control that relationship
today.

Ms. KELLY. Well, should there be some liability there? I don’t
know——

Mr. ROBOTTI. There is liability. They’re concerned about liability.
It’s what’s causing them to over-implement, over-design 404. That’s
what’s driving that.

Mr. BEACH. Congresswoman, I just wanted to say that I think
you’re on to something important there and we’ve noticed it too.
This is not only an intervention into the financial side of private
businesses and publicly traded companies and so forth, but the ac-
counting industry should be in—it should be something that you
should be concerned about because it was an intervention in their
industry.

Good accountancy leads to good information, leads to good pric-
ing of companies, leads to a good allocation of resources in the
economy. So I think accountants are absolutely critical to all of this
and if we have damaged that industry inadvertently, we need to
now pay a lot of attention to the rectification of that industry.

Ms. KELLY. Mr. O’Shea.
Mr. O’SHEA. 404, in my view, has cause for two things to rein-

force what Bob said. It could cause for very tough relationships be-
tween the auditors and the issuers because the auditors are con-
stantly looking over their shoulder and the costs, both in monetary
and running of the business by the issuers has gone up dramati-
cally.

Additionally, 404 causes the auditors to have to learn a lot more
about the businesses than they’ve ever had to in the past. They
should really be focused on their job which is analyzing the finan-
cial statements.

Mr. LAWRENCE. I think that some additional clarity around ex-
actly what the auditing firms need to be doing, separate and apart
from a financial audit is part of the problem. I’m not sure they un-
derstand, speaking of liability, where it ends and where they’re off
the hook and where they’re not and what they need to do and what
they don’t need to do. So that’s part of the problem. So basically
what they’re doing is looking at everything.

Ms. KELLY. Thank you.
Mr. MCHENRY. Thank you, Ms. Kelly.
Mr. Feeney.
Mr. FEENEY. Well, thank you, Mr. Chairman, and in fairness,

somebody has to speak up for the accountants here. They’re not
here to defend themselves. To the extent the Big Four were en-
dowed by Congress, intentionally or unintentionally, with control of
the marketplace, Pepsi needs an internal auditor and an external
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auditor. Assuming they don’t want to hire the same two that Coke
has already signed up, we have created this monopoly rent-seeking
opportunity and I don’t particularly blame the accountants for tak-
ing advantage of something that we in the SEC and PCAOB have
endowed them with. I do think that it’s one of the problems we
haven’t talked about here today, but that’s probably best talked
about when we have some folks from the accounting industry, both
big firms and small firms.

Mr. Robotti, you control about $300 million of investment, your
firm does. Do you, as part of your due diligence, when you make
an investment decision, do you go down and pull a 404 report and
pour over the pages 1 through 480 or whatever?

Mr. ROBOTTI. There is no external—404 is just a sentence.
There’s no detail, no information.

Mr. FEENEY. OK, but the compilation of that report by the exter-
nal, I mean there is a report that the external auditors do, is there
not?

Mr. ROBOTTI. No.
Mr. FEENEY. Well——
Mr. ROBOTTI. There is no outward available public dissemination

of information that is the culmination of the 404 report, other than
the opinion of the auditor.

Mr. FEENEY. OK, Mr. Robotti, you indicated in your testimony
that you think that small companies, given the—they were bump-
ing up against this December 16th date and even some companies
that have complied, I think the way you put it was that they have
a duty to consider going—a duty to their investors, a duty to con-
sider going dark. Does that also include maybe a duty to consider
going offshore with respect to where they list and whether or not
they delist? I mean Mr. Coulson has a proposal he refers to as
DOD that’s sort of a private regulatory proposal.

Mr. ROBOTTI. I think all of those things potentially make sense.
I can see where it is logical for a board of directors to decide to reg-
ister as a public company to trade in the pink sheets. The problem
with that is that decision is unilaterally in the decisions of the
board of directors, what to do, and then once that’s happened how
does that company act and how does it treat those shareholders
who potentially are disenfranchised because instead of having all
of the disclosures and the protections and of course, that’s what it
is. It’s the disclosure of information that potentially provides inves-
tors with the ability to understand that something is going wrong
and if we were to seek some kind of redress whether that’s to
change the board, whether it’s court action, if you don’t have the
information, you can’t do that and that is unilaterally decided by
the management in the board today. That’s the problem with the
process.

Mr. FEENEY. I don’t know whether you’ve read Mr. Coulson’s tes-
timony, but he’s got a private regulatory proposal he thinks takes
care of some of those.

Mr. ROBOTTI. But that’s a voluntary, on the part of the company
process. I, as a shareholder, really have no say in whether that
company—I have a company that just last week announced that
it’s going to deregister with the SEC. IT’s an ex-New York Stock
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Exchange company. It will do $700 to $800 in revenue and I don’t
know what they’re going to do tomorrow.

Mr. FEENEY. That’s true, that’s a problem. But as an investor
going forward, you have a choice when you’re choosing where to
put your money, company A or B, to determine whether or not the
private regulatory scheme or 404 compliance is a better place.

Mr. ROBOTTI. But I disagree with the fundamental, that concept.
You are forgetting about every shareholder of those companies that
currently had invested, when they were a reporting company, when
they took on that obligation. Now suddenly, they’re not any more.
It’s not my new investment of capital. It’s not the new creation of
company giving capital, that’s a problem, but you’ve forgotten
about the guy who was a shareholder who bought in under a pre-
sumption that——

Mr. FEENEY. I couldn’t agree with you more. We don’t have any
argument at all. It’s one of the unintended perverse consequences
of the way we’ve implemented Section 404.

Mr. Beach, you’re not an economist, you’re a data analyst, is that
right?

Mr. BEACH. I am an economist, sir.
Mr. FEENEY. You are an economist.
Mr. BEACH. With due apologies.
Mr. FEENEY. I’ll ask you your opinion on a big question and ask

you whether or not we can ever quantify it because you have some
obvious expertise in the quantification and the scientific approach.

I want to know your opinion whether the cost of SOX compliance
has resulted in the loss of more jobs and the more net value to the
American economy than Enron and World Com combined, and then
I want to know because your methodology, as I understood it, is
you’re going to look at the companies that have basically gone dark
or delisted or are availing themselves of private equity markets
where they would have probably stayed in the public equity mar-
kets. Then you’re going to look at the inefficiencies and the cost of
raising capital and you’re going to give us a number.

That method seems to me woefully inadequate to talk about the
total impact on the economy, because Mr. Lawrence just explained
that he’s got his best and brightest scientists, in some cases, spend-
ing a good portion of their time instead of finding the next cure for
multiple sclerosis, they’re talking to their internal accountants,
their external accountants, their lawyers and others. So it’s almost
impossible to quantify the loss of opportunity, isn’t it and I’ll let
you answer those questions.

Mr. BEACH. With any precision, it certainly is. What we try to
do in this particular case is go through the following exercise.
We’re taking a lot at what we think is a leading industry in this
whole debate and that is the venture capital industry. That’s just
one of many and we are saying can we isolate the effects of
changes in that industry due to Sarb-Ox on the cost of capital and
several other, Congressman, economic concepts. If we can, then I
can take those results and move them into another model of the
U.S. economy which has been used for a long, long time by econo-
mists, a very good detailed model, in fact, I imagine you even used
it.
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And from there, we can then say this is the effect of Sarb-Ox on
the economy. Same exercise. Look at Enron, World Com, Global
Crossing. Did they have that kind of tangible effect on these key
economic drivers? Move those results into the same model and then
compare the effects of these companies having that increase in cost
of capital as opposed to Sarb-Ox. That is exactly what we’re doing
right now in my unit.

It’s a real good economics question. It’s a real good data analyst
question and we will reach a conclusion contrary to the old saying
that if you lay all economists end to end, they never, in fact, reach
a conclusion. I think we’re very close to being able to advise the
committee that Sarb-Ox has a long-reaching and very deep effect
on the economy.

Mr. MCHENRY. Any further questions from the committee? Well,
hearing none, I want to thank the panel for taking the time to be
here and for sharing information. We’re going to take this back to
Washington and as Mr. Feeney said, he already has legislation that
he has filed. And there’s a lot of interest growing to make needed
reform. So thank you for being here today and this includes our
Government Reform Committee hearing.

Ms. KELLY. Mr. Chairman, I would like to say I do thank the
staff from Washington from this committee that came here and did
all the work to set this up. They did an excellent job.

Mr. MCHENRY. Yes.
[Whereupon, the subcommittee was adjourned.]
[Additional information submitted for the hearing record follows:]
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